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INVESTMENT SECURITIES.-V. 

BY FINANCIER. 



Collateral Trust Bonds. — The numerous issues of Collateral 
Trust Bonds which were brought out four or five years ago were 
among the concomitants of the peculiar conditions governing 
American railway finance at that time. This was the period of 
consolidations, mergers and combinations, as a result of which 
almost the entire railway mileage of the country became a part 
of or subject to the control of a few large systems. 

One road would buy up a controlling interest in the stock of 
a competitor or connecting line, and would reimburse itself for 
the cost of the stock acquired by issuing its own bonds, col- 
laterally secured by the shares of the purchased road. In several 
instances " holding companies " were incorporated to hold the 
stock, which, in turn, would be pledged to secure an issue of 
the company's collateral trust bonds. 

In 1902, when control of the Louisville and Nashville Rail- 
road was turned over to the Atlantic Coast Line, the purchase 
was financed by an issue of collateral bonds. Of the Louisville 
and Nashville's $60,000,000 of stock, $30,600,000 was acquired 
by the Coast Line, which paid for the same, in part, by issuing 
$35,000,000 of its bonds secured by the Louisville and Nashville 
stock. 

The worth of a Collateral Trust Bond depends upon the credit 
and financial strength of the issuing corporation 1 and upon the 
value of the collateral. At the time the Atlantic Coast Line- 
Louisville and Nashville Collateral Trust Four-Per-Cent Bonds 
were issued, the Coast Line Railroad was in a strong position, 
its stock was selling well above par, and the value of the Louis- 
ville and Nashville stock deposited with the trustee, measured 
by the market quotations then current, was in excess of the 
vol. CLXxxvn. — no. 630. 47 



738 TBE NORTH AMERICAN REVIEW. 

amount of the bonds issued against it. The bonds were fairly 
well regarded and sold above ninety in the market. 

The decline which has taken place in the market price of all 
railroad bonds is especially marked in the case of the Collateral 
Trust Bonds, and the Atlantic Coast Line Collateral Fours offer 
no exception. The fall in the price of these bonds is entirely 
natural. The depreciation of the Atlantic Coast Line's own 
stock indicates some weakening of its credit, and this is reflected 
in the decline in price of all the road's bonds. The Louisville 
and Nashville stock deposited as collateral has now a market 
value considerably below the amount of bonds against which it 
is pledged as security. Thus, as far as the Coast Line-Louisville 
and Nashville Collateral Pours are concerned, there has occurred 
a weakening in the strength of the issuing corporation and a 
fall in the value of the collateral. The decline in the price 
of the bonds reflects both conditions. 

The Collateral Trust Bonds of a holding company seldom have 
the qualifications of a conservative investment. The Chicago, 
Hock Island and Pacific Eailroad Collateral Trust Pour-Per Cent. 
Bonds furnish an illustration of this type of bonds. To indicate 
their real position, it is necessary to explain briefly the anatomy 
of the so-called Eock Island System. 

The backbone of the system is the Chicago, Eock Island and 
Pacific Eailway, an old and strong road, with a record of un- 
interrupted dividends extending over forty-six years. Eadiating 
from the Chicago, Eock Island and Pacific Eailway, and sup- 
plementing it in the vast territory the system serves, are the 
St. Louis and San Francisco, the Chicago and Eastern Illinois, 
the St. Louis, Memphis and Southeastern and half a dozen other 
roads, with a total of about 14,000 miles of track. 

The Chicago, Eock Island and Pacific Eailroad was formed to 
take over the stock of the Chicago, Eock Island and Pacific Eail- 
way and the stock of the St. Louis and San Francisco Eailroad. 

A large proportion of the Eailway's stock was acquired by the 
Eailroad, and pledged to secure the issue of the latter's Collateral 
Trust Fours. The par value of the bonds issued is just equal to 
the par value of the stock deposited against them. In other 
words, each $1,000 bond is secured by ten shares of stock of $100 
each. The stock of the Eailroad is in turn owned by a third 
corporation, the Eock Island Company, and it is the control of 
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this Company which carries with it the control of the entire Eock 
Island System. 

Consider, then, the position of the owner of a Chicago, Eock 
Island and Pacific Collateral Trust Four-Per-Cent. Bond. He 
has the obligation of a company which has no property except 
the stocks of two railroad companies, against which bonds are 
issued to practically their full value. The strength of the issuing 
corporation is virtually nil. The bondholder must look entirely 
to the collateral for his security. In other words, the bondholder 
has no greater security than he would have had he an equal 
amount of the Eailway Company's stock. But, while assuming 
all the risks of a shareholder, he enjoys none of a shareholder's 
advantages. He has no voice in the control of the road, nor any 
hope of his security's paying him a better income in the future 
should growth of the Bailway's business enable it to pay greater 
dividends. The bondholder under no conditions is entitled to 
more than his four per cent, per annum. 

It is not to be assumed from this that the Eock Island Col- 
lateral Fours are without value. The stock of the Eailway has 
undoubtedly a substantial value, but it hardly affords the sort 
of security which should appeal to the careful bond-buyer. The 
bonds meet the requirements only of one who can, afford to take 
the risks of a stock purchase. 

Many Collateral Trust issues are secured not by the pledge of 
stocks, but by the pledge of bonds. If the bonds deposited as 
collateral are well secured, it follows that the issues which they 
protect are reasonably safe. The owner of the Collateral Trust 
security should carefully examine not only the indenture under 
which his bonds were issued, but also that under which the bonds 
pledged were issued. He should be convinced that additional 
amounts of the pledged bonds cannot be issued in a way to dilute 
the value of his collateral. 

Collateral Trust Mortgages vary to a considerable degree in the 
protection they afford the bondholder. If the collateral is stock, 
full power should be given the trustee, in case of a default in the 
payment of interest or principal of the bonds, to vote the stock, 
to sell it or distribute it among the bondholders. Some mort- 
gages permit the trustee to sell the collateral without the neces- 
sity of a technical foreclosure. In the case of a sale of stock, the 
bondholder is usually entitled to use his bonds in payment. 
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Some Collateral Trust Mortgages permit the issuing company 
to withdraw all or part of the collateral and substitute other 
securities of equal value, satisfactory to the trustee. Such a pro- 
vision rather increases the risk which the bondholder assumes, 
because there is the possibility that, if substitution is made, good 
collateral may be replaced by that of less value, as a result of 
either misjudgment or fraud on the part of the trustee. 

Equipment Trust Bonds. — Equipment Trust Bonds, or Notes 
as they are usually termed, are in some respects similar to Col- 
lateral Trust Bonds. They are secured, however, not by the 
pledge of other bonds or stock, but by the pledge of rolling-stock 
— by a lien on freight cars, locomotives, or coaches. Equipment 
Notes usually mature serially; that is, a certain amount of the 
issue becomes due every year or every six months. 

Equipment Notes are issued by a railroad when it desires to 
purchase a rather large consignment of rolling-stock and has not 
sufficient funds in hand to meet the entire cost. The road will 
usually pay to the company manufacturing the equipment from 
ten to twenty-five per cent, of the cost, and it issues its notes, 
secured by the equipment, for the balance of the purchase price. 

The title to the equipment is usually held by a trust company 
as trustee for the note-holders. The indenture under which the 
notes are issued provides that the road which puts out the notes 
may use the equipment, but that a brass plate shall be con- 
spicuously placed on each car or locomotive stating that the 
trust company is the owner. As long as the road promptly pays 
the interest on the notes, as well as the principal of the ones which 
fall due every year, it may continue to use the equipment. The 
road must further keep the equipment insured and in good repair. 
It must replace any of the rolling-stock destroyed. Although a 
certain proportion of the issue is paid off annually, all of the 
equipment usually remains subject to the lien of the unmatured 
notes. While the rolling-stock will depreciate somewhat from 
year to year, the amount of notes outstanding against it is con- 
stantly decreasing, and, if the issue is properly protected, the 
value of the equipment is always in excess of the amount of notes 
unredeemed. 

The life of cars or locomotives is comparatively short and 
thus the notes maturing at the latest date do not run a long 
period. Ten to fifteen years is about the average. Not until the 
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last note is paid off does the title to the equipment rest in the 
railroad. 

Equipment Notes, as a class, constitute a fairly safe invest- 
ment. By means of an issue of this kind the road is able to pay 
for its equipment on the instalment plan. As each payment is 
moderate in amount, the road is usually able to meet it without 
difficulty. In exceptional cases in which roads have been forced 
into bankruptcy, the receivers have been directed by the courts 
to continue the payment of the amounts due on the Equipment 
Trust obligations, in order that a default may not cause the road 
to be deprived of its equipment. If the equipment subject to the 
lien of the Notes is necessary to the proper operation of the road, 
the payments which must be met in order to retain the equip- 
ment will have almost a first claim on the earnings. 

In some instances, the rolling-stock is owned by an association 
which leases it to a road under an agreement by the terms of 
which the road is obligated to pay as Tental an amount sufficient 
to retire periodically a proportion of the cost with interest. The 
securities issued under such an arrangement do not vary greatly 
in principle from the Equipment Notes which are the direct 
obligation of the road. 

The equipment obligations of the road seldom have as ready a 
market as the rest of the road's securities. Few issues are listed 
on the Stock Exchange. Each issue has many maturities, and the 
notes of each maturity have, of course, a different value from 
those of any other maturity. The entire issue is usually for a 
moderate amount. For these reasons, it would hardly be worth 
while to list them. The lack of a ready market and the short 
term for which they run are the objections raised against this 
class of securities. On account of these objections, perhaps, 
Equipment Notes may normally be purchased at prices returning 
a higher income than that which can be obtained from the 
purchase of a long-term Mortgage Bond offering the same degree 
of protection to the investor. 

Financier. 



